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OPINION
M erow, Senior Judge

Factual background

The Caroline Hunt Trust Estate (“CHTE”) seeks to recover its required
contributions under a 1988 agreement with the government wherein its subsidiary
Southwest Savings Association (“SSA”), acquired via merger, four troubled thrifts.
Federal assistance included a $307.5 million credit to the regulatory capital level
required of the vastly larger postmerger SSA. CHTE asserts the enactment of the
Financia Indtitution Reform, Recovery, and Enforcement Act of 1989, Pub. L. 101-
73, 103 Stat. 183 (Aug. 9, 1989) (“FIRREA™) and its implementing regulations, which



eliminated the $307.5 million capital credit, materially breached that agreement. CHTE
seeks damages equal to the value of its contributions.

The Caroline Hunt Trust Estate

CHTE is an irrevocable trust created in 1935 with diversified holdings in real
estate, oil and gas, and other investments. Caroline Hunt is the sole beneficiary. Since
1982, and during dl times relevant here, Donald Crisp (“Crisp”) was the trustee who
administered the Trust with a three-person advisory board of which he was a member.

In 1972, CHTE acquired majority ownership of SSA, a Texas chartered,
federally regulated savings and loan association. Between 1980 and 1990, CHTE held
more than 90% of SSA’s stock. For approximately three years during this period, the
president of SSA, Todd Miller (“Miller”), owned 4% of the shares, but Crisp held the
voting proxy for those shares. The remaining shares were held by family members of
Caroline Hunt, or ther trustss. CHTE aso controlled SSA’s Board of Directors.
From 1986 to June 1990, Miller was president, chief executive officer, and adirector
of SSA. No dividends were paid by SSA to CHTE since at least 1982 when Crisp
became the trustee.

Prior to August 9, 1989 and the enactment of the FIRREA, the Federal Home
Loan Bank Board (“FHLBB”) was responsible for regulating all savings and loan
associations, also referred to as thrifts. Thrift savings accounts were insured by the
Federal Savings and Loan Insurance Corporation (“FSLIC”). 12 U.S.C. § 1461 et
seq. (1988). These entities were independent agencies of the United States, although
the FHLBB served as the operating head of the FSLIC, and the FSLIC conducted its
operations as a division or office within the FHLBB. The FHLBB and FSLIC were
abolished by FIRREA. The Office of Thrift Supervision (“OTS’) succeeded these
agencies as the federa regulator for open savings and loans associations and their
holding companies. The Federal Deposit Insurance Corporation (“FDIC”) replaced
FSLIC as insurer. The Resolution Trust Corporation (“RTC”) succeeded FSLIC as
the federal receiver for closed associations. At 1995 year-end, the RTC was replaced
by the FDIC as the receiver for al closed thrifts. 12 U.S.C. § 1441a(m)(1)-(2).

Before FIRREA, SSA was regulated by the Texas Savings and Loan

Department as well asthe FHLBB and FSLIC. After FIRREA, but prior to June 1990,
SSA was regulated principaly by OTS. SSA was required to obtain and file annual
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financial statements audited by an independent accounting firm and did so. During
times relevant here, SSA, aong with other federdly regulated thrifts, filed quarterly
Thrift Financial Reports (“TFRS”).

As the principal shareholder of a FSLIC-insured ingtitution, CHTE was a
savings and loan holding company under the Savings and Loan Holding Company Act
as it existed in 1988 (12 U.S.C. § 1730a et seq.) (the “Holding Company Act”). X.
Stip. 13. CHTE was adiversified unitary savings and loan holding company, meaning
its holdings included other investments in addition to SSA. If CHTE had owned more
than one thrift, it would have been classified as a multiple rather than a unitary savings
and loan holding company. Multiple holding companies were subject to more
restrictions and filings, 12 U.S.C. § 1730a(e)(3) (1982 & Supp. V 1987), although
under Section 408(m) of the National Housing Act and the Holding Company Act,
FHLBB could have waived certain restrictions. CHTE made periodic filings required
by the Holding Company Act and the FHLBB.

Under the Holding Company Act and regulations, CHTE was required to obtain
the approval of the FHLBB before CHTE and/or SSA could acquire other thrifts. 12
U.S.C. § 1730a(e)(1);¥ 12 C.F.R. § 584.4 (1988).Z On June 2, 1983, “in order to

Y12 U.S.C. § 1730a(€e) (1988) stated in relevant part:
(D) 1t shdl be unlawful for —
(A) Any savings and loan holding company directly or indirectly, or through one or more
subsidiaries or through one or more transactions —
(i) to acquire, except with the prior writtenapproval of the Corporation [defined in
Section 1725 as FSLIC], the control of an insured indtitution or a savings and loan
halding company, or to retain the control of suchaningtitutionor holding company
acquired or retainedin violaion of this section as heretofore or heregfter in effect;
(i) to acquire, except with the prior written approva of the Corporation, by the
process of merger, consolidation, or purchase of assets, another insured or
uninsured indtitution or asavings and loan holding company, or dl or subgantiadly
al of the assets of any such indtitution or holding company....

Z Acquisition of control of an insured ingtitutionrequired prior approval of the FSLIC. 12 C.F.R.
§574.3(8)(1988). Control was defined as acquisition of 25% or more of the stock of the ingtitution or
power to eect amgority of the Board of Directors. 12 C.F.R. 8§ 574.4(a). 12 C.F.R. 8574.6(a)(3)
mandated an Application”[b]y asavings and |oan holding company for approva of acquistions by merger,
consolidation, or purchase of assets of an insured or uninsured ingtitution.”

-3-



facilitate regulatory approval of the proposed acquisition of Landmark Savings
Association of Ennis, Texas (“Landmark”), by [SSA],” Crisp, on behalf of CHTE,
with the approval of Tom Hunt, another member of the Trust’s advisory board, wrote
to Joseph E. Settle, Principal Supervisory Agent of the FHLBank of Little Rock,
Arkansas, that, “[t]he Trust will cause [SSA] to meet the minimum statutory reserve
and net worth requirements applicable to institutions insured for twenty years or more,
asset out in 12 C.F.R. 8 563.13, and where necessary, will infuse additional equity
capital, in aform satisfactory to the Supervisory Agent, sufficient to effect compliance
with such requirements.” DX 5. The Trust also agreed not to receive cash dividends
in excess of 50% of SSA’s net income. 1d. On June 3, 1983, the FHLBB approved
the Trust’s application to acquire control of Landmark and to merge it into SSA.#

Subsequently, in 1986, CHTE sought federal approval to merge New Federal,
a subsidiary of SSA, into Pioneer Savings Association of Waco, Texas, and liquidate
the combination into SSA. At that time, an H-(e)3 Application under Section
408(e)(1)(A)(ii) of the National Housing Act was required for a savings and loan
holding company to acquire one or more thrifts by merger into its existing subsidiary.
In its H-(e)3 Application, CHTE was the “Applicant.”¥ On May 23, 1986, FHLBB
Resolution No. 86-532 approved the Trust’s Application on the condition that the
Trust again dipulate to maintain SSA’s regulatory capital at a certain level and limit
dividends paid by SSA to CHTE. Subsequently, in a July 25, 1986 letter to the
FHLBB'’s Principal Supervisory Agent, CHTE wrote that, as long as it controlled
SSA, the Trust would cause SSA’s net worth to be maintained at a level consistent

¥ The Trust’ s Application to acquire control of Landmark was made under H-490, presumably
the predecessor to H-(€)3. DX 6. Aspart of the transaction, CHTE pledged savings accounts totaing
$542,968 to eiminate any deficit inSSA’snet worth. DX 291 at FCR 2964. Under smilar terms, CHTE
adso pledged savings accounts totding $899,180 in connection with a November 3, 1982
acquistion/merger of Ellis County Savings Association of Waxahachie, Texas. DX 291 a FCR 2966.

#The 1986 H-(€)3 Application included afootnote/disclaimer sating that the legal advisors to the
Trugt opined that CHTE was not a savings and loan holding company as that term was defined in 12
U.S.C. 8§ 1730a, and the filing of the Application should not be construed to be inconsistent with that
opinion. DX 530. TheFHLBB disregarded thisdisclaimer. Tr. 1262-63 (Herrick). Seealso Tr. 1418-19
(Leibold) (the disclaimer had no significance). Counsd for FHLBB considered the disclaimer to be “an
ineffective and futile effort to try to stakeout apositionthat had beenrgected.” Tr. 2764 (Julie Williams,
FHLBB Deputy General Counsdl). This same disclaimer was contained in CHTE's H-(€)3 Application
filed in connection with the May, 1988 acquisitions, the subject of thislitigation. DX 138.
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with that required by Section 563.13(b) of the Rules and Regulations for Insurance of
Accounts, and if necessary, infuse equity capital in a form satisfactory to the
Supervisory Agent to meet those requirements. DX 24. The Trust also wrote that,
absent prior approval from the Supervisory Agent, SSA would limit dividends to 50%
of net income under parameters specified in the letter. 1d. While referred to in
testimony, exhibits and argument by various terms, including net worth maintenance
agreements or obligations, these two letters are primarily described in this opinion as
regulatory capital maintenance letters. While there was testimony that regulators
required bilateral agreementsin other transactions with other acquirers and other thrifts,
the regulatory capital maintenance letters here were signed only by CHTE, not SSA,
and were on CHTE letterhead. Neither of the letters were signed by the government
nor any other party. The value of the release of any obligations of the Trust thereunder
isanissuein this case,

On several occasions prior to the 1988 acquisitions that are the subject of this
litigation, CHTE infused capital into SSA. CHTE contributed an office building, a
bank branch, and stock in alife insurance company?. The government contends these
contributions were not meaningful. The value of these contributions is not material to
the court’sfindings. Also prior to the 1988 transactions at issue here, CHTE acquired
subordinated debentures — promissory notes of SSA issued March 23, 1983 for $1.3
million;¥ August 31, 1984 for $5 million; June 28, 1985 for $15 million; and July 25,
1985 for $5 million. These notes are referred to collectively herein as the subordinated
notes, subordinated debentures, or subdebt. In the event SSA was liquidated, the
notes would be paid last, ahead only of stockholders, thus they were “subordinated.”
PX 3; Tr. 2079 (Dr. McConnéll). As of May 18, 1988, the outstanding balance owed
to CHTE on the subordinated notes was $23,780,462.06. DX 210. SSA made all
payments on these notes to CHTE. Pl. Facts 381 and Gov't Resp. The subdebt was
included in SSA’s regulatory capitd. Tr. 177 (Miller). The value of CHTE's
contribution of the subordinated notes to the equity of postmerger SSA is adso an
issue in this case.

¥In 1984, CHTE contributed the stock of States General Life Insurance Company, whichadded
$8,657,000 to SSA’s capital, a vaue established by an independent appraisal, accepted by regulaors.
PX 170 a Fl. 006062; Tr. 178 (Miller). Tha company logt approximatey $500,000 in 1987 and $1
millionin 1988. Its premium income declined significantly during this period. Tr. 4478-79 (Bankheed).

9This Noteis the sum of 17 individua promissory notes.
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Thethrift crisis and the gover nment bail-out

Much, if not most, of SSA’s loan portfolio was secured by real property in the
Dallas, Texas area. In 1987, the thrift industry in Texas wasin crisis. Falling ail prices
and the Tax Reform Act of 19867 undermined the Texas economy in general, and the
Ddllas real estate market specificaly. An oversupply of real estate depressed prices
and lenders lost money on foreclosures. Texas thrifts paid higher interest rates on
their savings deposits during the 1980s due to these economic conditions and
increased competition — the “Texas premium.” Most Texas thrifts with assets above
$500 million that originated commercia loans in the 1980s did not survive this crisis.

These unprecedented market conditions put intense financia pressure on thrifts
in the Dallas district, and by October 1987, no one could accurately predict when the
Texas rea estate market and the thrift industry would rebound. The pressure on
government regulators as insurers of the thrift deposits was aso intense. While the
FHLBB faced some 20 failed indtitutions in 1987, in 1988 it faced nearly 300 possible
falures in Texas. The deteriorating financial condition of the thrift industry
overwhelmed FSLIC's resources. Home Sav. of Am. v. United States, 399 F.3d
1341, 1345 (Fed. Cir. 2005) (“[A]lthough legally committed to compensating
depositors whose savings were lost, [FSLIC] lacked sufficient funds to bail out dl the
faling thrifts.”). By 1988, FSLIC was estimated to be insolvent by over $50 billion.
Winstar v. United Sates, 518 U.S. 839, 847 (1996). All the insolvent thrifts smply
could not be liquidated, so FSLIC sought private investors, both because it did not
have the funds to pay depositors the deficits, and because it wanted to avoid public
panic if dl the troubled thrifts were liquidated. Pl. Facts No. 20 and Gov’'t Resp.;
Fifth Third Bank of Western Ohio v. United Sates, 402 F.3d 1221, 1224 (Fed. Cir.
2005) (noting that to deal with this crisis, the FHLBB sought out healthy financial
Institutions and outside investors to acquire troubled thrifts).

In this financia and regulatory environment, the government offered cash, notes,
and agreements to forbear from enforcing regulatory requirements as incentive for
private investment. Much of the pre-FIRREA assistance inflated a troubled thrift’'s
regulatory capital cushion through the accounting gimmick of supervisory goodwill,

IThe Tax Reform Act of 1986 diminated tax benefits associated with real estate investments,
particularly in multi-family resdentid and gpartment buildings, which led to adecline in red edtate values.
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allowing the negative net worth of an acquired thrift to “count” as regulatory capital.
First Commerce Corp. v. United States, 335 F.3d 1373, 1376 n.1 (Fed. Cir. 2003).
As aresult, athrift with negative net worth was an attractive acquisition. The FHLBB
aso offered “capital credits,” described by the Supreme Court as “an express
commitment to include those credits in the calculation of regulatory capital.” Wnstar,
518 U.S. at 867. Capita credits, like supervisory goodwill, cushioned depleting asset
bases. Also, asset coverage (agreement to reimburse thrift for loss on the sale of an
asset), yield maintenance (guaranteed return on the sale of certain assets), tax benefits,
equity splits, and various other forbearances were negotiated through the FHLBB'’s
Office of Regulatory Policy Oversight and Supervision (“ORPOS’).

In this environment, CHTE's subsidiary SSA, which itself had a regulatory
capital deficit of over $60 million, acquired four deeply insolvent Texas thrifts. Under
the auspice and approval of CHTE's May 18, 1988 H-(e)3 Application, the four thrifts
were placed into federal receivership and their assets and certain liabilities conveyed
to SSA. FSLIC's financia assistance and incentive for CHTE's subsidiary SSA
assuming these additional liabilities included a $307.5 million capita credit (“the capita
credit”). Lessthan two years later, FIRREA caused the elimination of this credit.

Shortly following FIRREA, SSA was placed into federal receivership and
liquidated. CHTE claims the passage of FIRREA and attendant elimination of the
$307.5 million capita credit was a material breach of its contract with the government.
As damages, CHTE seeks $23,979,700, the total value of the subordinated notes and
the value of SSA, both contributions required under its contract with the government.
After extensive pre-tria proceedings, a four-week trial, briefings and argument,
supplemental filings were allowed to address recent Federal Circuit Winstar cases.
Based on the testimony of numerous witnesses recorded in some 5,000 pages of tria
transcript, arguments of counsel, the voluminous briefs submitted, together with some
574 exhibits, and over 600 findings proposed by the parties, the court reaches the
following conclusions.

Contract liability

Prior to the 1988 acquisitions at issue, SSA itself had a serious regulatory capital
deficiency. In September 1987, SSA’s regulatory capital deficit was $21,921,000; by
December 31, 1987, it was $43,794,000; and by March 31, 1988, it was $60,884,000.



DX 629A. Regulators were well aware of deficiencies prior to approving the
acquisitions.

If SSA had not been able to acquire federal assistance, it had a “Plan B” — a
“hunker-down” survival strategy to attempt to return to regulatory capital compliance.
Branches could have been closed; operating costs could have been trimmed. Tr. 498-
99 (Miller); Tr. 1036-37 (Crisp); Tr. 1273-74 (Herrick). CHTE could have acquired
some of SSA’s troubled loans or provided noncash collateral. Tr. 499-500 (Miller).
While the government argues that this amorphous Plan B would not have saved SSA
from its ultimate (abeit post-May 1988) demise, the court’s conclusions do not
depend on conjecture over this hypothesis.

SSA management was well-r egar ded

In 1987 and early 1988, in the FHLBB’s Management Consignment Program
(*MCP”), the government entered into contracts with thrifts considered to be well-
managed to handle the day-to-day operations of other failing ingtitutions. SSA’s
management was well-regarded, and was twice requested to participate in the MCP
program. On the third urgent appeal, after Miller received authorization from Crisp,
as he did before making maor decisions, SSA accepted the government’s plea and
assisted in the management of a troubled thrift in Texarkana, Texas. Tr. 181-82
(Miller). SSA’s management reportedly performed well under the circumstances.?
DX 125; Tr. 184 (Miller).

From 1985 to 1988, Miller was a director of FHLB-Dallas, having been el ected

by his thrift industry peers. During part of his tenure, he was the Vice Chairman. Tr.
166-69 (Miller).

Negotiations commence

Before any negotiations began concerning these acquisitions, Crisp instructed
Miller that any dea with the government to acquire troubled thrifts must include

¥ naMay 11, 1988 FHL B-Dalas memorandum, SSA management was cited as performing well
initsmanagement of the Texarkana, Texas thrift. The memo noted that SSA had incurred recent operating
losses and was over $60 million below its minimum net worth requirement, but the losses did not appear
to be the result of any management deficiencies. DX 125 at WSJ026 1671.
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sufficient time for the economy and real estate values to improve, a release of the
regulatory capital maintenance letters, and adequate financial assistance to carry SSA
through until the economy recovered. Miller was authorized to grant the government
equity in SSA in return for its assistance. Pl. Facts No. 91. On August 21, 1987,
following their meeting, David Bradley of FHLB-Dallas sent SSA Executive Vice-
President H. Martin Hearne (“Hearne”), a list of Texas thrifts in need of assistance.
DX 46. On October 16, 1987, Miller proposed that, with federal assistance, SSA
acquire three? troubled Texas thrifts. DX 65.

Crisp had been advised that there was a question whether the regulatory capital
maintenance letters were enforceable. Pl. Facts No. 126 and Gov't Resp.
Nonetheless, Crisp instructed Miller to condition any acquisition proposal on arelease
of these letters because, while the Trust was willing to risk its investment in SSA to do
aded, given the unknowns of troubled thrifts to be acquired, it would not be prudent
for the Trust to extend that risk. Crisp testified: “in the very beginning of the
negotiations, Mr. Miller and others made it very clear that the [release] was a
condition.” Tr. 978 (Crisp). Regardless of whether made by SSA or CHTE (or
both), the request for release was on behalf of the Trust — the only signatory on the
letters. 2 Tr. 3056-57 (former FHLBB Chairman Danny Wall); PX 234B. A release
was a condition from the very beginning and was raised in dmost every subsequent

IWhile the initia proposal wastoacquirethree, the number evolved to twelve and thenfifteen; four
thrifts were ultimately acquired. DX 81; DX 84.

19T he government strenuously objected to afindingthat Crisp requested the Trust’s release from
any obligationunder the regulatory capita maintenancel etters, dting contrary depositiontestimony inearlier
litigation involving the RTC. Gov't Resp. to A. Facts No. 91; Tr. 1088-91, 1093, 1094, 1097. There
Crigp testified he was not involved inany effortsto extricate the Trugt, and that dl his negotiations with the
government were on SSA’ sbehdf. Complaintsof inconsstency in prior litigation, however, cut bothways.
Inthe RTC litigation, the government sued the Trugt, dleging the Trust and the other individud shareholders
were negligent and breached ther fiduciary dutyto SSA, dominated SSA’ sBoard of Directors, controlled
SSA, conspired to conced SSA’strue financid statusin order to participate in the Southwest Plan, and
were accordingly, respongble for its ultimate demise. Allegations of intimate involvement by CHTE are
inconsgtent with the government’s position in thiscase. In any event however, Crigp's credibility in this
regard is not critica to the court’s findings. In the context of the subject transactions, a release would
benefit only CHTE, regardless of the source of the request.
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meeting with the government.2 Tr. 1250-51 (Herrick). Indeed, the government admits
that a release was a condition of each acquisition proposal. Gov’'t Resp. to Pl. Facts
No. 193. A release was a constant and a “deal- breaker” for CHTE. Gov’'t Resp. to
Pl. Facts No. 129.

In the midst of these negotiations, during the Fall of 1987, FHLBB consultant
Bud Gravette (“Gravette’) formulated clusters of thrifts — combinations of troubled
institutions proposed for acquisition. Previoudly, single troubled thrifts were generally
touted as targets. This cluster approach evolved into FHLBB’s “ Southwest Plan”
adopted February 3, 1988, in Resolution No. 88-68. This Resolution announced that
the FHLBB was “engaged in the development of a plan for solving the multi-billion
dollar problem of thrift ingtitutions” in the Southwest.2? PX 28. The Southwest
Plan’s goal was to consolidate troubled Texas thrifts under well-qualified management.
X. Stip.§ 7; A. Facts Nos. 24 and 27 and Gov't Resp. Unlike earlier efforts to deal
with failing thrifts on a case-by-case basis, the Southwest Plan consolidated groups
of faled thrifts for acquisition by entities with well-qualified management teams.
FSLIC had not previoudy transferred a group of thrifts to one acquirer. Tr. 3488-90
(former FHLBB Supervisory Agent David Bradley). FHLBB/FSLIC solicitation
material for the Southwest Plan outlined available government assistance, including
capital loss coverage, yield maintenance, and a FSLIC note in the amount of the
negative net worth of an acquired ingtitution. Regulatory forbearances and specific

WRdease of CHTE's regulatory capital maintenance letters was in SSA’s October 16, 1987
proposal to FHLB-Dalas (DX 65 a HB 024234); the October 29, 1987 proposa (FX 17 at HB
024253); the November 24, 1987 proposal (DX 73 at HB 005654) and the January 15, 1988 proposa
(DX 81 at HB 005729); aswell as SSA’s February 11, 1988 proposd to FSLIC and FHLBB (DX 84
a HB 005988) and SSA’s March 7, 1988 proposa to FSLIC (DX 92 at WOT131 0305). The
government never told Miller that arelease could not be arranged. Pl. Facts No. 129 and Gov't Resp.

12The Resolution stated: “[t]he Board has placed amgjor priority on resolving thrift problemsin
Texas in recognition of the fact that thrift troubles in that state congtitute a mgjor fraction of al thrift
problems nationwide.” PX 28, p. 1.

The Resolution dso identified benefits the government intended to achieve by consolideting
“insolvent inditutions together with some combi nation of hedlthy ingtitutions and capitd infusons to produce
vidble thrifts” induding reducing operating expenses, usng capable management teams, reducing the
percentage of higher cost deposits, and attracting capital to a market that had too many inefficiencies. 1d.
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accounting treatments could be requested, but were not automaticaly granted, and
FSLIC could require an equity share in the resulting thrift. DX 88 at 900547-48.

FSLIC sent potential acquirers “invitations for investment,” and “solicited
people to indicate interest if they wanted to participate.” Tr. 1842, 1846-47 (FSLIC
Executive Director Stuart Root). |If more than one invitee expressed an interest, offers
were compared in a matrix. Tr. 1848 (Root). Gravette reported positively on SSA’s
management team. Miller was highly regarded by Gravette, Joe Selby, Executive Vice
President and Director of FHLB-Dallas (“Selby”), and George Barclay, FHLB-Dallas
President (“Barclay”). Id.

FHL BB Resolutions

The FHLBB resolutions of May 18, 1988, contain the terms of the acquisitions
asfinally negotiated and approved. The FHLBB had the final authority to approve the
acquigition of the troubled thrifts, and only the FHLBB could release the Trust from
any obligations under the regulatory capital maintenance letters. Gov’'t Facts No. 38
and Pl. Resp.

Extensive negotiations discussed infra culminated before the FHLBB on May
18, 1988. The Board was presented with voluminous analyses and recommendation
packages from three subagencies. First, the ORPOS package (from the so-called
regulatory arm of the FHLBB), explained that SSA proposed to acquire four insolvent
thrifts, Briercroft Savings Association of Austin, Texas (“Briercroft”); City Savings
and Loan Association of San Angelo, Texas (“City Savings'’); Lamar Savings
Association of Austin, Texas (“Lamar”); and Stockton Savings Association of Dallas,
Texas (“Stockton”). DX 139. These four insolvent thrifts would first be placed into
FSLIC receivership and the package included the resolutions to do so. FSLIC would
then convey the assets and liahilities of these thrifts to SSA.

CHTE was described as the holder of approximately 94% of SSA’s stock.
SSA’s management’s satisfactory performance in the MCP program was noted; its
management was “experienced and capable,” with “good organizational strengths,”
with a“rating of 1 for the Management MACRO factor.”¥¥ DX 139 at WOB023 0494.

IYMACRO was a regulatory acronym used to identify aress of review of a thrift's financia
(continued...)
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The package also explained that while the Trust could have acquired each of the four
faling thrifts directly, for business reasons the Trust chose to have its subsidiary,
SSA, acquire them.¥ For perspective, SSA had approximately $1.4 billion in assets
immediately before the May 18, 1988 transactions, and $6.8 billion in assets thereafter
—anearly fivefold increase. J. Stip.q 12.

The Board was informed that SSA itself was a troubled thrift, and its viability
depended both upon the financia assistance in the proposa and time for the economy
to recover® The package included a FHLB-New York financial anaysis
memorandum that warned SSA’s capital level was less than half of its requirement; its
financia condition had serioudly deteriorated over the preceding five quarters; reserves
had not increased with additional nonperforming assets; “the association is over-
stating its capital position;” and loss allowances appeared inadequate. DX 139 at
WOBO023 1069-71. SSA was in regulatory capital failure and its pre-merger prospects
for survival were weak. Id.

SSA’s then most recent audited financial statement for the fiscal year ending
September 30, 1987 and its March 1988 TFR, were attached. 1d. Attach. G & H. An
FHLBB examination report of October 27, 1987, and an April 29, 1988 letter from
SSA’s assigned Supervisory Agent to SSA’s Board of Directors (the “Supervisory
Letter”) summarized areas of concern and criticized SSA’s $43 million regulatory
capital deficiency. A detailed business plan to cure that deficiency was requested. |d.

13(...continued)
condition. Ratings ranged from a high of “1" to a low of “5.” Tr. 1883 (Root); Tr. 3194-95 (Jardieu).
MACRO components were: M anagement, Asset qudity, Capita adequacy, Risk management, and
Operations.

W Crisptedtified:“[w]dl, that, mechanicaly, is exactly what would happen. They would be merged
into Southwest Savings. We fdt that was the most effident and effective way to do the merger. Certainly
the mogt efficient in terms of cost. And we only had one management, so we only needed one association.
| don’t recal that ever redly being amatter of debate or discussion. | think everyone agreed that that was
adesrableway todoit.” Tr. 1002.

1In summary, the financia viability of [SSA] is dependent upon FSLIC assistance provided in
conjunction with the ‘ Southwest Plan’ and a turnaround in economic conditions in the association’s
market.” DX 139 at WOBO023 0493 (emphasis supplied). SSA’s1.9% regulatory capita wasdisclosed
on thefirgt page of the executive summary.
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Attach. | & J. The regulators aso questioned almost $200 million of SSA’s assets,
and asked that a prudent loan loss reserve be established in conjunction with
independent auditors. Sporadic attendance by certain members of the Board of
Directors was aso noted. Id.

The package also included a May 4, 1988 |etter from ORPOS that outlined areas
of supervisory concern, and Miller's May 10, 1988 response. Id. Attach. J. A May
5, 1988 memo from SSA’s Supervisory Agent and Regulatory Analyst reported
favorably on SSA as an acquirer, and noted management was strong and very capable.
Its regulatory capita deficit was also described, as was the need for additional general
reserves. Id. Attach. E.

Discussing this data and concerns raised therein, the ORPOS executive
summary to the package attributed SSA’s declining capital primarily to adverse
economic conditions and concluded the pre-merger SSA’s viability was dependent on
FSLIC assistance. Adequacy of SSA’s loan loss reserves was highlighted. The SSA
Board was requested to revisit this issue with the concurrence of its independent
auditors. ORPOS planned to followup. Change in the composition of the five
member SSA Board of Directors was recommended due to sporadic attendance. The
size of the Board was recommended to be increased by two members, experienced
and not affiliated with either SSA or CHTE. Id. Attach. J, p. WOBO023 0495. Two
other conditions were endorsed — SSA should obtain prior regulatory approval of any
senior management change (particularly a departure of Todd Miller which would dlicit
supervisory concerns) and submit a business plan for the newly enlarged thrift within
ninety days. DX 139, p. WOB023 0496. The ORPOS summary concluded that
supervisory concerns were not sufficient to warrant objection to the acquisitions,
particularly since the planned FSLIC assistance would add to SSA’s regulatory
capita. The ORPOS package deferred SSA’s postacquisition financial viability to
FSLIC. Id. at WOB023 0498.

The ORPOS executive summary pointed out that massive government
assistance was necessary to resolve the acquisition of four supervisory cases with an
aggregate negative regulatory capital of approximately $924.2 million. Id. at WOB023
0499. The ORPOS summary also described the government forbearances to be
extended. The FHLBB would agree to forbear for ten years from any supervisory or
enforcement action against the postmerger SSA for failure to meet regulatory capital
requirements “provided that SWS [regulators acronym for SSA] regulatory capital
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does not fal below 3.0% to [sic] totd ligbilities.” [d. at WOB023 0502 (emphasis in
origind). The release of CHTE from its regulatory capital maintenance |etters,
acknowledged as a “deal-killer,” would be granted “in return for the association’s
conversion of its subordinated debt to the Trust for common stock.” 1d. at WOBO023
0494, 0499. The substitution of permanent regulatory capital in the form of common
stock would be exchanged for the Trust's subordinated debentures which would
increase the permanent capital by approximately $27 million. Id. at. WOB023 0500.
“[1]n the opinion of this Office, [this] adequately compensates for the loss of the net
worth maintenance agreement as a source of capital.” 1d.

“[1]n order to facilitate the subject transaction,” there was no objection to a
limited waiver of the requirement that transactions between CHTE and SSA be
approved by the regulators.l¥ SSA was alowed to lease office space in a building
owned by CHTE, provided that the lease was on market terms, both the Trust and
SSA kept adequate records of the transactions to the satisfaction of the Supervisory
Agent, and the amount paid by SSA to the Trust did not exceed $750,000 in any
twelve-month period (the “transactions with affiliates’ forbearance). 1d. at WOB023
0502-03. Also, no supervisory objection was taken to the preapproval of certain
future debts of the Trust (“debt preapproval”).l? Id. at WOB023 0507. These
provisions were included in the draft forbearance letter in the ORPOS package. |d.
at WOB023 1271-72.

The proposed government assistance package included a promissory note from
FSLIC, the details of which were not the focus of the ORPOS package which
concentrated on the regulatory rather than the financial and legal aspects of the
acquisitions. Indeed, the Assistance Agreement, which the government argues is the
“contract,” to which CHTE is not a named party, was neither an attachment nor
included in the ORPOS package. Id. at WOBO023 0510. The ORPOS summary did
explain, however, that the portion of the FSLIC note necessary to increase SSA’s

1812 C.F.R. § 584.3 (1988) required pregpprova of leases between a savings and loan holding
company’ s subsdiary and an affiliate.

Under 12 C.F.R. §584.6 (1988), no savings and loan holding company was permitted to issue,
I, renew, or guarantee any debt security, or assume debt without prior approval. Theserestrictions did
not gpply to a diversfied savings and loan holding company such as CHTE, but the forbearance was
extended in the event the Trust’ s status changed.
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capital to 5% would be credited to SSA’s regulatory capital (the “capital credit”).

The portion of the FSLIC promissory note(s) issued to SWS, pursuant
to the Assistance Agreement, will be a credit to SWS' regulatory capital
to the extent that such note(s) increases SWS' regulatory capital to a
level equal to five percent of liabilities at the time of acquisition.

Id. at WOB023 0506-07. As subsequently computed, the regulatory capital credit was
$307.5 million. Pl. Facts 154 and Gov’'t Resp. In other words, upon closing, the
post-merger SSA would have $307.5 million credited toward its regulatory capita
requirement. CHTE alleges the government’s subsequent elimination of this $307.5
million regulatory capital credit was a substantial and material breach of contract.

Included as an attachment in the ORPOS package was CHTE's H-(e)3
Application, with CHTE listed asthe “Applicant.” DX 139, Attach. K, WOB023 1247-
69. CHTE's H-(e)3 Application, signed by Crisp, requested approval for CHTE to
acquire up to 15 Texas thrifts via merger into SSA. CHTE was permitted to file a
short-form application because information on the Trust was aready on file. Tr. 1259-
60 (Herrick); Tr. 2794-95 (Williams). The Application listed the geographic location
and deposit size of the branch offices of all fifteen targeted thrifts, and contained a
FHLBB form for the purchase of the assets of each target and merger into SSA,
described as the “resulting institution.” DX 139 at WOB023 1251-609.

The FSLIC package was from Stuart Root, Executive Director of FSLIC
(*Root”) (who testified at trial) and General Counsel Jordan Luke. DX 140. The
report’s Executive Summary explained that a March 1, 1988 Request for Proposals
was disseminated by the government, to which SSA responded with a proposal dated
March 30, 1988. SSA was subsequently determined suitable. An extensive analysis
of potential acquirers was reportedly performed, but none of the other proposals
equaled that of SSA. DX 140 at PI. 000324-26. FSLIC would be appointed receiver
for the insolvent four thrifts. FSLIC would then provide financial assistance for SSA
to acquire substantially all their assets as well as assume their liabilities. The
memorandum discloses the various forms of financial assistance to be granted by
FSLIC, including a ten-year, interest-bearing FSLIC promissory note in an amount
equal to the difference between liabilities assumed and tangible assets acquired, with
general and specific loss reserves reversed. |d. at Pl. 000331. SSA’s existing
regulatory capital of 1.9% as of March 31, 1988 was acknowledged. Id. at Pl. 000322.

-15-



Referencing the opinion of FHLBB’'s Corporate and Securities Division
(“CASD”), the third subagency package, FSLIC recommended approva of the
structure of the acquisitions contained in CHTE's H-(e)3 Application. Id. at M.
000330. FSLIC did not object to the appointment of a receiver for the four insolvent
institutions, the granting of the requested forbearances, the entering of the Assistance
Agreement (a draft of which was included in this, but not in the ORPOS package), or
the transfer of the assets to SSA. Further details of the financial assistance are
contained in the package, including a reference to the release of the regulatory capital
maintenance letters “in return for” CHTE's contribution of $25 million in subordinated
debt. Id. at Pl. 000333. More than thirty FHLBB resolutions were part of the
package.

The CASD opinion was signed by Julie Williams, Deputy General Counsel
(“Williams’). DX 140 at WSJ069 0818-39. Williams May 17, 1988 legal opinion,
addressed to FSLIC Office of General Counsel, described the transaction sequence
under the facts and regulatory environment, as an H-(e)3 Application by CHTE to
acquire control, with FSLIC assistance, of the four insolvent thrifts, by merger into
CHTE' s wholly owned subsidiary, SSA. The header and subject line of the opinion
Is the “Savings and Loan Holding Company Application H-(e)3 filed by The Caroline
Hunt Trust Estate Dalas, Texas FHLBB No.  to acquire control with FSLIC
financial assistance of [City Savings, Lamar Savings, Briercroft Savings, and Stockton
Savings] by merger into the Acquiror's wholly-owned subsidiary.” 1d. a WSJ069
0818 (omission in original). The first sentence of the twenty-one page legal opinion,
under “FACTS” dtates. “The Caroline Hunt Trust Estate (the ‘Acquiror’ and
‘Trust’), proposes to acquire control of substantially al the assets and certain liabilities
of [the four insolvent thrifts] (collectively the ‘Target Institutions’) through the
following steps: . . . .” 1d. a WSJ069 0819 (parentheticals in original). The sequential
transactional steps were delineated as: (1) the appointment of FSLIC as receiver for
the targeted institutions; and (2) the transfer of the assets and certain of the liabilities
from FSLIC to SSA pursuant to the Assistance Agreement.

The lega opinion describes CHTE's proposa including FSLIC financia
assistance in the form of yield maintenance and capital loss coverage, primarily on the
acquired thrifts assets and liabilities.?¥ SSA’s preacquisition assets were not so

18 ndeed, the legdl opinionconsistently reports transactions interms of what FSLIC would do and
(continued...)
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covered. In short, FSLIC would guarantee certain rates of return and cover certain
losses on assets from the acquired thrifts, but did not extend that guarantee to SSA’s
exiging portfolio. FSLIC would issue two promissory notes — a “Net Worth Deficit
Note’ for the amount of the net worth deficit of the acquired thrifts plus certain net
operating losses, and a second promissory note, the Regulatory Capital Note:

to assure that Southwest has adequate regulatory capital after the
consummation of the acquisition so that it is able to attract depositors
and other investors, the FSLIC will contribute additional capital to
Southwest by executing a second promissory note (the “Regulatory
Capital Note”) payable on the same terms and bearing interest at the same
rate provided in the Net Worth Deficit Note.

Id. at WSJO69 08109.

The Regulatory Capital Note would be credited toward SSA’s capital
reguirements.

The promissory note(s) issued to and made to the order of
Southwest, pursuant to the Assistance Agreement, will be a credit to
Southwest’s regulatory capital to the extent that such credit increases
Southwest’s ratio of regulatory capital to total ligbilitesto % at the
Effective Date, for purposes of determining compliance with Section
563.13 of the Insurance Regulations, or any successor regulation.

Id. at WSJ069 0836 (omission in original).

“In consideration of the issuance by FSLIC of the Regulatory Capital Note,”
SSA would also issue common stock warrants and two series of preferred stock, one
to FSLIC and one to CHTE. Asaresult, FSLIC would have the right to acquire 50%
of SSA’s outstanding common stock (exercisable from May 1988 until May 2003),
and the right to 90% of SSA’s value at the end of ten years, up to a maximum of $54
million, with CHTE allowed to retain the remaining 10% up to a maximum of $6
million. 1d. at WSJ069 0820. For a period of up to ten years, FSLIC would forbear

18/(..continued)
what the Trust requested.
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from taking enforcement action against SSA under 12 C.F.R. 8§ 563.13, provided that
SSA’s regulatory capital did not fall below 3% of totd liabilities.

The FSLIC will forbear, for a period not to exceed ten years . . .
from exercising its authority to take action under Section 563.13
Regulatory Capital Requirement of the Rules and Regulations for the
Federal Savings and Loan Insurance Corporation (“lnsurance
Regulations’) for any failure of Southwest to meet the Regulatory Capital
Requirement of Section 563.13 of the Insurance Regulations, provided
that, Southwest’s regulatory capital does not fall below 3.0% of tota
ligbilities.

Id. at WSJ069 0835. The Trust’'s request for preapproval of debt was explained, and
the lega opinion concurred that the Board had authority to grant the exemption. |d.
a WSJ069 0828. Likewise, no legal objection was raised to the Trust’'s request for
a limited waiver of preapproval of transactions with affiliates. 1d. at WSJ069 0830.%

“[T]he Trust requests that FSLIC release the Trust from the net worth
maintenance provisions. . . .” because of the substantial increase and uncertainties
attendant the proposed mergers. DX 140 at WSJ069 0822-23. Counsel had no
objection to the release.2

Girded with the foregoing packages, the FHLBB approved the transactions and
issued implementing resolutions on May 18, 1988. DX 152-55. The voluminous
resolutions included No. 88-364P (Briercroft), 88-372P (City Savings), 88-380P
(Lamar Savings), and 88-388P (Stockton), which al recite the following: (1) FSLIC
would be appointed as receiver for each respective thrift; (2) CHTE was the holder of
90% of the common stock of SSA, the Assuming Association; and (3) CHTE and
SGA, defined as “the Applicants,” had applied for approval to acquire control of the
respective thrifts. DX 152, Pl. 000483, 000494, 000516, 000527, 000550, 000561,
000583, 000594.

19The opinion noted that had the Trust acquired the targeted thrifts as separate entities, the
transaction with affiliates rules may not have applied.

2'The legd opinion did not qualify its lack of objection to any corresponding or reciprocal
contribution by the Trust.
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Recitas included the Board's consideration of proposed FSLIC agreements,
including the Assistance Agreement, “. . . pursuant to which the FSLIC in its
corporate capacity will provide financial assistance and certain indemnifications to the
Assuming Association to facilitate the Acquisition . . . .” DX. 152 at Pl. 000495,
(emphasis supplied). Immediately following these “whereas clauses,” under the
subtitle “Holding Company Approval,” the Resolutions determined in the “resolved
clauses’?’ that (1) the acquisition of control by the “Applicants’ (CHTE and SSA)
would not be detrimental to FSLIC, (2) the “Applicants’ were qualified to acquire the
targeted thrifts, and (3) the acquisition would be consistent with the standards of the
National HousingAct, 12 U.S.C. 8§ 1730a(e)(2)(1982). The Resolutions authorized the
execution of appropriate documents in the form proposed in the Board packages,#
and granted the regulators the authority to decide which applicant, CHTE or SSA,
would sign necessary documentation:

RESOLVED FURTHER, That the Director, or Director, Financial
Assistance Divison, FSLIC, with the concurrence of the ORPOS and
the OGC, shal determine which of the Applicants are necessary parties
to such stipulations and other documents; . . ..

DX 152 at PI. 000496, 000529, 000563, 000596.

The Resolutions preapproved certain future debts of CHTE, preapproved
certain CHTE affiliated transactions, 2 authorized FSLIC to execute the Assistance

2UAsthen FHLBB Chairman Danny Wall testified, to his lay understanding, “whereas’ clauses set
the stage as a predicate for action taken by the Board in the “resolved” clauses. Tr. 2982 (Wall).

2'The Resolutions authorized deviations from the forms presented in the Board package so long
as they did not involve matters of policy, and were approved by the Office of Generd Counsd (“OGC”).

g Preapprova of Debt

RESOLVED FURTHER, That the Bank Board finds, for purposes of 8§ 408(g) of the

NHA [Nationa Housing Act], 12 U.S.C. § 1730a(g)(1982), and § 584.6 of the

Regulations for Savings and L oan Holding Companies (* Holding Company Regulations’),

12 C.F.R. 8§ 584.6 (1987), that the Hunt Trust and any partnership or corporation

controlled by the Hunt Trusgt, other than those that are “insured inditutions’ as defined in
(continued...)
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Agreement, and granted the $307.5 million capital credit to be used to determine post-
merger SSA’s regulatory compliance under both existing and future regulations:

[t]hat for regulatory accounting purposes, the promissory note(s) issued
to and made to the order of the Assuming Association pursuant to the
Assistance Agreement will be a credit to the Assuming Association’s
regulatory capital to the extent that such credit increases the Assuming
Association’s ratio of regulatory capital to liabilities to five percent (5%)
a the Effective Date of the Acquisition, for purposes of determining
compliance with § 563.13 of the Insurance Regulations, 12 C.F.R. §
563.13 (1987), or any successor rule or regulation; . . . .

2(...continued)
the NHA and the Holding Company Regulations (“ Affiliates’), for aperiod not to exceed
ten(10) yearsfallowingthe Acquistion, may issue, sHll, renew, or guarantee debt securities
and assume debt in the norma course of their respective business activities without prior
writtenapproval of the FSLIC; provided that for aslong as the Hunt Trugt fallsto qudify
as a “diversfied savings and loan holding company,” as defined in 8§ 408(a)(1)(F) of the
NHA, 12 U.S.C. 8§ 1730a(@)(1)(F)(1982), the Hunt Trust and its Affiliates shal file with
